The level of UK corporate debt directly affects financial stability in the United Kingdom because a significant amount of the exposure of the UK financial system is to UK corporates. Our paper provides a comparison of the determinants of corporate debt in the United States, the United Kingdom, France and Germany. The comparison serves to benchmark our findings about the determinants of UK corporate debt. In addition, the UK financial sector is significantly exposed to the corporate sectors in the United States, Germany and France. The model assesses the contribution of investment, acquisitions, cash flows and market-to-book values to the determination of debt, and also the tendency of debt to revert to its optimum level. Debt was found to be positively related to the financing needs of the firm, and the optimum level of debt to be negatively related to the market-to-book ratio. This casts some light on the procyclicality of debt.
Introduction
The level of UK corporate debt directly affects financial stability in the United Kingdom because a significant amount of the exposure of the UK financial system is to UK corporates. If UK corporate debt is rising, thereby increasing the exposure of the UK financial system, it is important to understand what is driving the growth. After all, debt growth is not necessarily bad news from the point of view of financial stability. For example, suppose that debt rises as a consequence of a fall in perceived default probabilities. This might be regarded as good news; the rise in debt simply indicates a more robust corporate sector. A comparison to the determinants of debt in other countries helps to benchmark any conclusions that are drawn about the determinants of UK corporate debt. For example, suppose it is found that the determinants of UK corporate debt are such that debt will tend to grow in a boom. Comparisons with other major industrial countries allow us then to draw conclusions about whether that debt growth can be expected to be relatively rapid and if so why. Moreover, the UK financial sector is significantly exposed to the corporate sectors in the United States, Germany and France.
The past decade has seen much econometric testing of two of the main rival theories of debt: the 'trade-off' theory and the 'pecking order' theory. Two important recent empirical papers on debt, Shyam-Sunder and Myers (1999) and Fama and French (2002) , estimate a model that embeds both theories. The conclusion which emerges is that the two theories each contribute significantly to the explanation of observed debt levels. Thus the 'combination pecking order/trade-off' model-the model estimated in these two papers-is the equation which we estimate in our paper.
The 'combination' model of debt is dynamic. This gives rise to estimation problems when applied to panel data with firm-specific effects. We use the generalised methods of moments estimator (GMM-SYS)-presented in Arellano and Bover (1995) and Blundell and Bond (1998)-to solve these problems. Debt equations are estimated for the United States, the United Kingdom, France and Germany. In contrast, Shyam-Sunder and Myers (1999) and Fama and French (2002) only estimate the model for the United States and do not use GMM-SYS.
The combination model allows us to compare, across the four countries, the movement of corporate debt over the cycle-in particular, the procyclicality of debt ratios. It quantifies the extent to which the movement in debt is driven by immediate financing needs and the extent to which it is driven by adjustment towards an optimum debt ratio. For example, in a boom, the higher growth in investment and acquisitions tends to give rise to greater financing needs. The combination model provides an answer to questions such as the following. In a boom, which countries will see their debt ratios growing faster in response to the growth in investment and acquisitions? In a slowdown, which countries reduce their debt more rapidly back down towards the optimum?
While there is a considerable empirical literature on the determinants of corporate debt, cross-country comparisons are relatively scarce. Perhaps the best known recent paper on this topic is that of Rajan and Zingales (1995) , which estimates debt equations for the G7 countries. However, they estimate a static trade-off model, which does not provide the insights of the 'combination pecking order/trade-off model' on
